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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HAI NES, Judge: Respondent determ ned a deficiency of
$265, 665 and a section 6662(a) penalty of $53,133 with respect to

petitioner’s Federal incone tax for 2005.! The issues for

1Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code, as anended, and all Rul e references
are to the Tax Court Rules of Practice and Procedure. Anpunts
are rounded to the nearest doll ar.
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decision are: (1) Wether petitioner is entitled to business
expense deductions for |abor costs and rental paynents for 2005;
and (2) whether petitioner is liable for the negligence penalty
under section 6662.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts, together with attached exhibits, is
incorporated herein by this reference. At the tine petitioner
filed his petition, he resided in California.

Petitioner is in the comercial relocation business. Since
2004 he has been the sole proprietor of C&C Services, a business
rel ocati on conpany. Before striking out on his own he was a
sal esperson at several other business relocation conpanies,
i ncl udi ng Gol den State Servi ces.

Commercial relocation is a | abor- and cash-intensive
business. It involves the noving of heavy equi pnent and
machi nery fromone site to another and requires |arge anounts of
storage space. In 2005 petitioner hired two unrel ated conpani es,
Piece of Mnd and California State Interiors, to provide contract
| aborers for C&C Services to staff specific relocation projects.
Petitioner did not pay these contract |aborers directly but
rather paid Piece of Mnd and California State Interiors with
checks and in cash for neeting C&C Services’ staffing

requi renents. Petitioner sent invoices to clients for services
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C&C Services perforned, and in return would receive checks that
he placed in his bank account.

Petitioner hired two project managers, Tel emu Jennings and
Navassa Brown, to supervise and coordinate the contract | aborers.
Petitioner paid M. Jennings and M. Brown in cash at |east 70
percent of the tine.

Petitioner rented part of a | arge warehouse in San Jose from
California State Interiors in order to store clients’ materials
whil e their businesses were being relocated by C&C Servi ces.
Petitioner often conbined rental and staffing payments in the
checks he nmade to California State Interiors.

Petitioner did not keep a general |edger, cash expenditure
journal, or conputer programto keep track of his inconme and
expenses. Petitioner had studi ed business finance at San Jose
State University for 3 years in the 1970s and taken a basic
accounti ng course.

Petitioner hired an old acquaintance, Bill Mller, to
prepare his 2005 return. M. MIller had hel ped enpl oyees of
Gol den State Services prepare their taxes while petitioner was a
menber of that firm Petitioner never attenpted to ascertain M.
MIller's qualifications to prepare tax returns, and it is unclear
whether M. MIler was a licensed accountant. M. MIller passed

away in February 2007
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On April 17, 2006, petitioner filed Form 1040, U. S
| ndi vi dual 1 nconme Tax Return, for 2005. On his Schedule C,

Profit or Loss From Busi ness, petitioner clained deductions for
busi ness expenses consisting of wages of $603, 662, contract | abor
of $8,160, and rental costs of $120,000. Petitioner also filed
mul ti ple Forms 1099-M SC, M scel | aneous I nconme, reporting that he
pai d various independent contractors $645, 524 in 2005.?

On July 23, 2007, respondent sent a notice of deficiency to
petitioner disallow ng his business expense deductions for wages,
contract | abor, and rental costs. Petitioner filed a tinely
petition with this Court, and trial was held on Novenber 6, 2008,
in San Francisco, California.

OPI NI ON

Burden of Proof

CGenerally, the Comm ssioner’s determnations in a notice of
deficiency are presunmed correct, and the taxpayer has the burden
of proving that those determ nations are erroneous. See Rule

142(a); Welch v. Helvering, 290 U. S. 111, 115 (1933). 1In certain

ci rcunst ances, however, section 7491(a)(1l) places the burden of
proof on the Comm ssioner. Petitioner has not alleged that

section 7491 is applicable, nor has he established conpliance

2Petitioner |ost access to the original copies of these
Forns 1099-M SC when M. M|l er passed away.
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with the requirenments of section 7491(a)(2)(A). Therefore, the
burden of proof does not shift to respondent.

1. dained Business Expense Deductions

Deductions are strictly a matter of |egislative grace, and
t axpayers nust satisfy the specific requirenents for any

deduction clainmed. See |INDOPCO, Inc. v. Conm ssioner, 503 U.S.

79, 84 (1992); New Colonial lce Co. v. Helvering, 292 U S. 435,

440 (1934). Taxpayers bear the burden of substantiating the

anount and purpose of any clainmed deduction. See Hradesky v.

Comm ssioner, 65 T.C. 87 (1975), affd. per curiam 540 F.2d 821

(5th Cr. 1976).

Section 162(a) allows a deduction for all ordinary and
necessary expenses paid or incurred by a taxpayer in carrying on
any trade or business. An expense is considered ordinary if
comonly or frequently incurred in the trade or business of the

taxpayer. Deputy v. du Pont, 308 U S. 488, 495-496 (1940). An

expense is necessary if it is appropriate or helpful in carrying

on a taxpayer’'s trade or business. Conmm ssioner v. Heininger,

320 U. S. 467, 471 (1943); Welch v. Helvering, supra at 113.

A taxpayer nust maintain records sufficient to substantiate

t he anobunts of the deductions clainmed. Sec. 1.6001-1(a), |ncone
Tax Regs. |If a taxpayer establishes that an expense is

deducti ble but is unable to substantiate the preci se anount, we

may estimate the anount, bearing heavily against the taxpayer
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whose inexactitude is of his own making. Cohan v. Conmm Ssioner,

39 F. 2d 540, 543-544 (2d Cr. 1930). The taxpayer mnust present
sufficient evidence for the Court to forman estinate because
w t hout such a basis, any allowance woul d anount to ungui ded

| argesse. WIllians v. United States, 245 F. 2d 559, 560-561 (5th

Cir. 1957); Vanicek v. Conmm ssioner, 85 T.C 731, 742-743 (1985).

A. \Wages and Contract Labor Expenses

Petitioner clains that he is entitled to | abor cost
deductions of $617,708 for 2005. Taxpayers operating a trade or
business are entitled to deduct “salaries or other conpensation
for personal services” which they can substantiate. Sec.
162(a)(1); sec. 1.162-7(a), Incone Tax Regs.

Petitioner submtted four Fornms 1099-M SC for 2005 listing
paynments he made to his project managers and | abor providers in

the foll owi ng anounts:

Labor Contractor Amount
Tel enmu Jenni ngs $38, 700
Navassa Br own 52, 000
Pi ece of M nd 275, 000

Jesse Mausa/
California State
| nteriorst? 252, 008

LPetitioner’s Form 1099-M SC for California State
Interiors also |listed Jesse Mausa as a recipient of
petitioner’s paynents. Petitioner did not provide a
t axpayer identification nunber for M. Musa, who
presumably is an officer/owner of California State
I nteriors.
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As petitioner lost his original Fornms 1099-M SC when M. M|l er
passed away, these reconstituted forns represent petitioner’s
best recollection of his |abor costs for 2005.3

Petitioner also submtted a California State Interiors
“agi ng” worksheet that states C&C Services’ invoices and paynents
for 2005. The docunent lists accrued charges for California
State Interiors’ |abor procurenent services as $252,008 and C&C
Services’ paynents for both | abor procurenent and rent as
$161, 920.

Petitioner’s testinony and submtted docunentation are
i nadequate to neet his burden to substantiate any of his clainmed
| abor expenses. A schedul e of expenses is not sufficient to

substanti ate cl ai nred deducti ons. Lof strom v. Conm ssioner, 125

T.C. 271, 278 (2005); duck v. Conm ssioner, 105 T.C. 324, 338

(1995); see also Paal v. Commi ssioner, T.C Meno. 1969-284

(hol ding that salary expense for secretary to type manuscri pt
coul d be substantiated with introduction of manuscript into
evi dence), affd. 450 F.2d 1108 (9th Cr. 1971).

However, petitioner’s testinony, coupled with the | abor-
i ntensive nature of his business, indicates that petitioner

i ncurred substantial |abor costs for 2005. Although petitioner’s

3Al t hough neither party submtted petitioner’s original
Forns 1099-M SC, respondent’s electronic records indicate that
petitioner reported | abor costs of $645,524 for 2005.
Petitioner’s reconstructed Forns 1099-M SC |ist costs of $617, 708
for 2005. Petitioner could not account for this discrepancy.
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testinony was too vague to allow us to estimate his paynents to
Piece of Mnd and California State Interiors for providing

contract | aborers, see Vanicek v. Conm ssioner, supra at 742-743,

petitioner credibly testified that he paid each of his project
managers, Telenmu Jenni ngs and Navassa Brown, a regular weekly
wage throughout the year.* Accordingly, we find that M.
Jennings and M. Brown were enpl oyees of petitioner for 2005 and
that petitioner paid themwages of $38, 700 and $52, 000,

respectively. See Cohan v. Conm ssioner, supra at 544.

B. Rental Costs

Petitioner clains that he paid California State Interiors
$10, 000 per nmonth in 2005 in order to rent a portion of a
war ehouse.® Taxpayers are entitled a Schedul e C deduction for
expenses for rental property used in a trade or business if they
can substantiate them Sec. 162(a)(3); sec. 1.162-1(a), |ncone
Tax Regs.

The “agi ng” wor ksheet submtted by petitioner shows that
petitioner paid California State Interiors nmore than $120,000 in

2005. Petitioner also credibly testified that he paid $120, 000

“Petitioner credibly testified that he paid M. Jennings $15
per hour and M. Brown $25 per hour.

SPetitioner’s petition does not dispute respondent’s
di sal l owance of petitioner’s rental cost deductions. Petitioner
has not noved to anend his petition to assert this issue.
Nonet hel ess, since the issue was raised at trial and respondent
addressed it on brief, we assune that the rental cost deduction
issue was tried by consent of the parties. See Rule 41(b)(1).
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per year to California State Interiors as part of a joint |ease
on the warehouse but often paid |ate and thus sonetines paid
California State Interiors nore or |ess than $10,000 per nonth.?®
On the basis of the record, we are able to approxi mate
petitioner’s rental costs considering the aging worksheet and
petitioner’s testinony regarding his warehouse. W find that

petitioner is entitled to deduct $120,000 in rental costs for

2005 as a busi ness expense. See Cohan v. Comm ssioner, supra at
544.

I1l. Accuracy-Related Penalty

Respondent determ ned that petitioner is liable for the
accuracy-rel ated penalty under section 6662(a) for 2005. The
accuracy-rel ated penalty applies to any underpaynent of tax
required to be shown on a return that is attributable to
negl i gence or disregard of rules or regulations under section
6662(b) (1).

Negligence is defined as any failure to make a reasonabl e
attenpt to conply with the provisions of the Internal Revenue
Code. Sec. 6662(c). However, section 6664(c)(1) provides that a
penal ty under section 6662 will not be inposed on any portion of
an under paynent if the taxpayer shows reasonabl e cause for such

portion of the underpaynent and that the taxpayer acted in good

5The agi ng wor ksheet indicates that petitioner did not nmake
any paynents to California State Interiors in 2005 until August
of that year.
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faith with respect to such portion. Reliance on the advice of a
prof essional, such as a certified public accountant, may
constitute a show ng of reasonable cause if, under all the facts
and circunstances, such reliance is reasonable and the taxpayer

acted in good faith. Henry v. Conmm ssioner, 170 F.3d 1217, 1219-

1223 (9th Gr. 1999), revg. T.C. Meno. 1997-29; Betson v.

Conmm ssi oner, 802 F.2d 365, 372 (9th Cr. 1986), affg. in part

and revg. in part T.C. Meno. 1984-264; sec. 1.6664-4(b)(1), (c),
I ncone Tax Regs. To prove reasonabl e cause based on the receipt
of professional advice, a taxpayer nust show that he reasonably
relied in good faith upon a qualified adviser after ful

di scl osure of all necessary and relevant facts. Collins v.

Conmm ssi oner, 857 F.2d 1383, 1386 (9th Cr. 1988), affg. D ster

v. Comm ssioner, T.C Meno. 1987-217; sec. 1.6664-4(b)(1), Incone

Tax Regs.

Under section 7491(c) the Comm ssioner has the burden of
production with respect to the taxpayer’'s liability for the
penal ty provided by section 6662 and nust conme forward with
sufficient evidence to inpose the penalty. Higbee v.

Commi ssioner, 116 T.C. 438, 446-447 (2001). But once the

Comm ssi oner neets that burden, the taxpayer has the burden of
proof concerni ng whether the Conm ssioner’s determ nation to

i npose the penalty is correct. Allen v. Conm ssioner, T.C Meno.

2005-118.
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We concl ude that respondent has met his burden of production
under section 6662. Respondent has denonstrated that petitioner
incorrectly clainmed Schedul e C deductions for 2005 and failed to
mai ntain records to substantiate his claimed deductions. These
facts indicate that petitioner in general failed to nake a
reasonabl e attenpt to conply with the provisions of the Internal
Revenue Code.

Petitioners is otherw se unable to show why respondent’s
determ nation to inpose the penalty is incorrect. Petitioner
denonstrated that he relied on the advice of M. Mller to
prepare his 2005 return but failed showthat M. MIller was a
qualified adviser. Nor has petitioner offered any reasonabl e
cause for his inability to substantiate his clainmed deductions,
particularly given his |evel of education and experience in the
busi ness relocation industry. Accordingly, with the exception of
the portion of the penalty attributable to adjustnments to
petitioner’s business expense deductions for paynents to Tel enu
Jenni ngs and Navassa Brown and for rental costs, petitioner is

liable for the accuracy-related penalty under section 6662(a).
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I n reaching our holdings herein, we have consi dered al
argunents nade, and, to the extent not nentioned above, we find

themto be noot, irrelevant, or without nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




